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Chapter 6 

Gross Domestic Product and Economic Growth, Part I 
Definition, Expenditure Measurement, Nominal and Real GDP (DKent) 

 

Introduction 
Gross domestic product, or GDP, matters because it gives you one of the first clear ways to 

answer a big macroeconomic question: how large is the economy, and is it growing or shrinking 

over time?1 When economists, journalists, and policymakers say that the economy expanded, 

slowed, entered recession, or recovered, they are usually talking about changes in GDP or in 

closely related national-income measures.2 GDP does not capture every part of economic well-

being, but it remains the broadest standard measure of market production within a country’s 

borders.3 
In this chapter, your focus is not yet on policy debate. Your focus is on learning exactly what 

GDP includes, what it excludes, and why the expenditure equation  Y = C + I + G + NX  works 

as a summary of total spending on final output.4 You will also see why governments estimate 

GDP every quarter, why those estimates are revised, why economists separate nominal GDP 

from real GDP, and why real GDP rather than nominal GDP is the preferred measure when you 

want to track economic growth over time.5 

Your uploaded lecture slides organize the topic around macroeconomic aggregates, the definition 

of GDP, the expenditure approach, double counting, gross national product, and the difference 

between nominal and real GDP.6 Building on that structure, this chapter explains the material in 

a more connected textbook format so that you can follow both the logic of national-income 

accounting and the practical reasons the data matter. 

1. Why Macroeconomists Measure Total Output 
Macroeconomics studies the economy as a whole. That means economists need aggregate 

measures—totals that combine the actions of households, firms, governments, and the foreign 

sector into numbers that can be interpreted.6 GDP is the most widely used of these aggregates 

because it summarizes the market value of final goods and services produced domestically 

during a given period. In one number, it shows you the scale of current production. In a sequence 

of numbers across quarters or years, it shows whether total production is rising, stagnating, or 

falling.1 
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National accounts became especially important in the twentieth century, when governments 

needed a systematic way to measure depression, wartime mobilization, and postwar growth.7 

Today GDP data are used for many purposes. Legislators and executive agencies use them to 

judge the pace of expansion or contraction. Central banks use them, alongside inflation and 

labor-market data, to evaluate overall conditions. Businesses use them to judge market 

conditions and sales prospects. Scholars use them to compare living standards and long-run 

growth across time and across countries, often with adjustments such as per-capita or 

purchasing-power measures.3 

For you as a student, the main point is that GDP is not just a number to memorize. It is the 

accounting framework that links production, expenditure, and income. Once you understand how 

GDP is built, later chapters on business cycles, unemployment, inflation, fiscal policy, monetary 

policy, and international trade become much easier to understand.2 

2. What GDP Means 
BEA defines GDP as the market value of the final goods and services produced by labor and 

property in the United States.1 Each part of that definition matters. GDP is measured in market 

value, so output is added together in dollar terms rather than in physical units. You cannot 

directly add automobiles, college classes, surgical procedures, and tons of wheat, but you can 

add their market values.3 

GDP counts final goods and services, not intermediate goods. A final good or service is 

purchased for final use—consumption, investment, government use, or export. An intermediate 

good is used in the production of another good or service. If both the flour sold to a bakery and 

the bread sold to the final customer were counted in full, the same production would be counted 

twice. National-income accounting avoids that mistake by counting only final production or, 

equivalently, value added at each stage.2 

GDP includes goods and services produced within the country’s borders, no matter who owns 

the producing resource. That territorial focus is why GDP differs from gross national product. If 

a foreign-owned factory produces cars in the United States, that output is part of U.S. GDP 

because it was produced domestically. If a U.S.-owned firm earns output abroad, that production 

is not part of U.S. GDP, although related income may matter for national measures such as GNP 

or GNI.1 

GDP is also measured over a period of time—usually a quarter or a year. That makes GDP a 

flow, not a stock. A nation’s housing stock, public debt, or capital stock is measured at a point in 

time; GDP measures production that takes place during an interval.3 

Several items are excluded even though they may look as if they belong in GDP at first glance. 

Used goods are not counted when they are resold because they were counted when new. Purely 

financial transactions, such as stock purchases, do not directly represent current production. 



Chapter 6 • Gross Domestic Product and Economic Growth, Part I 

3 

Transfer payments, such as Social Security or unemployment insurance, are not payments for 

current output, although the spending recipients later undertake may appear elsewhere in GDP. 

Household production for one’s own use and underground or illegal production are also largely 

outside the official accounts, which is one reason GDP is useful but incomplete.2 

3. GDP, GNP, and Related Measures 
Although GDP is the main focus of this chapter, you should also recognize where gross national 

product fits. Gross national product measures the value of final goods and services produced by 

labor and property supplied by a nation’s residents, wherever that production takes place.1 In 

short, GDP is domestic, while GNP is national. The difference between them comes from net 

income flows connected to the rest of the world.3 

For most introductory purposes, GDP receives more attention because it is the standard headline 

measure of domestic economic activity and because most short-run macroeconomic analysis—

recession, recovery, quarter-to-quarter growth, and the business cycle—uses GDP as its primary 

output measure.5 GNP can still be useful when the difference between domestic production and 

national ownership matters, but in contemporary macroeconomics you usually begin with GDP 

and only briefly note GNP and related measures such as net domestic product and net national 

product.1 

4. Why the Expenditure Approach Works 
GDP can be measured from the product side, the income side, or the expenditure side. In 

principle, all three approaches should produce the same total because production creates income, 

and income finances expenditure.2 Your slides emphasize the expenditure method, which is 

exactly where most students should begin because it organizes GDP around a straightforward 

question: who purchases the economy’s final output?6 

The expenditure approach is written as Y = C + I + G + NX.4 Here C stands for personal 

consumption expenditures, I stands for gross private domestic investment, G stands for 

government consumption expenditures and gross investment, and NX stands for net exports, 

which equal exports minus imports. This equation is not a theory of behavior; it is an accounting 

identity. It simply states that final output produced in the economy is purchased by consumers, 

investors, governments, or foreign buyers, with imports subtracted because they were produced 

abroad.1 

5. The Components of GDP in the Expenditure Method 
Consumption is the largest expenditure component in the United States and includes household 

spending on durable goods, nondurable goods, and services.2 Durable goods are items expected 

to last several years, such as appliances or automobiles. Nondurable goods are used more 
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quickly, such as food, clothing, and gasoline. Services include spending on health care, 

transportation, education, legal services, housing services, recreation, and many other intangible 

outputs. One reason services matter so much in a modern economy is that as income rises, 

households and firms devote a growing share of their resources to service activities.3 

Investment in GDP does not mean buying stocks or bonds. In national-income accounting, 

investment means spending on newly produced capital goods and additions to inventories.1 

Business fixed investment includes purchases of new factories, office buildings, machines, 

equipment, and intellectual-property products. Residential investment includes new single-family 

and multifamily housing. Inventory investment records changes in unsold goods held by firms. 

Because inventories represent production that has occurred but has not yet been sold to final 

users, an increase in inventories counts as investment.2 

Government purchases include federal, state, and local government spending on currently 

produced goods and services, such as salaries for public employees, military equipment, highway 

construction, and school buildings.1 Transfer payments are excluded because they redistribute 

income rather than purchase current output. A Social Security payment, for example, is not itself 

government production. If the recipient later buys groceries, medical services, or housing, that 

later spending appears in consumption, not in government purchases.2 

Net exports equal exports minus imports. Exports are domestically produced goods and services 

purchased by foreigners, so they add to GDP. Imports are goods and services produced abroad. 

They appear with a minus sign not because imports are bad, but because imports are already 

embedded in the consumption, investment, or government figures when domestic residents buy 

them. Subtracting imports removes the foreign-produced portion of spending so that GDP 

reflects only domestic production.1 

6. Common Measurement Problems: Double Counting and Misclassification 
Students often confuse spending with production, and that confusion usually shows up in three 

places. The first is double counting. If a rancher sells beef to a restaurant and the restaurant sells 

a hamburger to a customer, GDP should not add both transactions in full. The value of the 

restaurant’s final sale already includes the value of the beef input. Counting only the final sale, or 

counting only the value added at each stage, prevents GDP from overstating total output.2 

The second confusion concerns used goods. The resale of an existing car does not create current 

production, so the price of the used car is excluded from GDP. However, the dealer’s 

commission on the sale is payment for a newly provided service and therefore is included.3 

The third confusion concerns financial transactions. Buying a share of stock is a transfer of 

ownership, not current production. By contrast, when a firm uses proceeds from issuing 

securities to buy new machinery or build a warehouse, that purchase of capital goods enters GDP 

as investment.1 
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7. Why GDP Is Collected Quarterly 
Governments do not collect GDP data quarterly just for record-keeping. They do so because 

economic conditions can change quickly enough that annual data are too slow for stabilization 

policy, business planning, and recession analysis.5 Quarterly estimates let you see turning points 

sooner. If production falls sharply in one quarter and weakens again in the next, policymakers 

and analysts do not want to wait until the end of the year to learn that the economy is in 

recession.8 

BEA’s public explanation of GDP releases makes the process clear. For each quarter, BEA 

publishes an advance estimate, then a second estimate, and then a third estimate as more 

complete source data arrive.5 The point is not that the government knows the exact GDP number 

immediately; the point is that a timely estimate is valuable even when later revisions are 

expected. Quarterly reporting therefore balances timeliness and accuracy. The economy is 

monitored frequently because fiscal authorities, monetary authorities, businesses, and households 

need a reasonably prompt picture of changing economic activity.5 

Quarterly GDP is also reported at annual rates for seasonally adjusted series. When you first see 

this practice, it can feel a little odd, but the logic is simple: if output were to continue expanding 

at the current quarter’s pace for a full year, what annual rate would that imply? Reporting the 

number in that form makes it easier to compare one quarter with annual figures and with other 

quarters.8 

8. Nominal GDP, Real GDP, and the GDP Deflator 
Nominal GDP measures current output using current prices. Real GDP measures current output 

using prices from a base or reference year, or more precisely in the modern U.S. accounts, chain-

type quantity indexes expressed in chained dollars.5 This distinction matters because GDP can 

rise for two very different reasons: the economy may produce more goods and services, or prices 

may simply increase. If you want to measure economic growth as growth in actual production, 

you have to remove the effects of changing prices.1 

Suppose an economy produces the same quantity of goods in two consecutive years, but all 

prices rise by 10 percent. Nominal GDP will rise even though physical output has not changed. 

Real GDP corrects for that by valuing output in constant-price terms.3 That is why introductory 

macroeconomics relies on real GDP when discussing economic growth, recessions, and 

recoveries. Real GDP gives you the better answer to the question: did the economy actually 

produce more?5 

The GDP price index, often called the GDP deflator, links nominal GDP and real GDP. In 

introductory form, the relationship can be written as GDP deflator = (Nominal GDP / Real GDP) 

× 100, and real GDP can be recovered by dividing nominal GDP by the price index expressed 
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relative to 100.4 When the base year is the reference year, nominal GDP and real GDP are equal 

in that year because current prices and base-year prices coincide.3 

BEA’s modern methodology uses chain-type quantity indexes rather than a fixed-base system 

because chaining better captures changes in spending patterns and relative prices over time.8 

You do not need all the technical details of Fisher indexes in your first GDP chapter, but you 

should know the main principle: real GDP is designed to compare production across time after 

controlling for inflation.1 

9. Why Economists Use Real GDP to Measure Economic Growth 
Economic growth is usually defined as an increase in real GDP over time, often expressed as a 

percentage change from one year or quarter to the next.4 Real GDP is used because it isolates 

changes in production volume more effectively than nominal GDP. Nominal GDP is useful for 

measuring current-dollar market activity, budget shares, and tax bases, but it is not a reliable 

measure of growth in living standards when the price level is changing rapidly.5 

This distinction becomes even more important over long periods. A nation can show a very large 

increase in nominal GDP over several decades simply because the general price level rose many 

times over. Real GDP shows whether output itself increased. Real GDP per capita goes one step 

further by dividing by population, giving a rough measure of output per person. Although real 

GDP per capita is still not a complete measure of welfare, it is generally more informative than 

nominal GDP when your goal is to compare growth across time or across countries.3 

You should therefore think of nominal GDP as the money value of current production and real 

GDP as the inflation-adjusted measure used to track changes in actual output. When this chapter 

later turns to business cycles and growth rates, the right measure for discussing expansion and 

contraction is real GDP.5 

10. Shortcomings of GDP 
GDP is indispensable, but it is not exhaustive. Official accounts do not fully capture household 

production for one’s own use, informal and underground activity, unpaid caregiving, or many 

environmental and distributional dimensions of welfare.2 A natural disaster can even raise 

measured GDP if reconstruction activity increases market production, despite the obvious social 

loss. For that reason, economists usually describe GDP as a measure of production rather than a 

full measure of welfare.3 

This limitation does not make GDP useless. It simply means you should use GDP for the 

question it is built to answer: how much market output was produced in the economy, and how is 

that output changing over time?1 Later chapters add unemployment, inflation, poverty, 

inequality, and environmental measures so that you can build a broader picture of economic 

performance. 
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Summary 
Gross domestic product is the market value of final goods and services produced within a 

country during a period of time.1 It is the central aggregate in introductory macroeconomics 

because it gives you a practical way to measure the size of the economy and track whether 

production is rising or falling over time. GDP is defined carefully: it counts final rather than 

intermediate output, domestic rather than national production, and market production that occurs 

during the accounting period.2 

In this chapter, you developed GDP mainly through the expenditure approach: Y = C + I + G + 

NX.4 Consumption records household purchases of goods and services; investment records new 

capital formation, residential construction, and inventory change; government purchases record 

government spending on currently produced goods and services; and net exports add exports and 

subtract imports so that only domestic production remains.1 The chapter also explained why 

used goods, transfer payments, and purely financial transactions are treated differently from 

current production. 

Finally, you distinguished nominal GDP from real GDP and saw why real GDP is the preferred 

measure of economic growth.5 Nominal GDP can rise because of higher prices, higher output, or 

both. Real GDP adjusts for inflation and is therefore better suited to measuring changes in actual 

production. Governments estimate GDP quarterly because timely information matters for public 

policy, business planning, and business-cycle analysis.5 

Student Questions and Problems 
Answer the following questions using complete sentences where appropriate. For calculation 

problems, show your work clearly and explain your reasoning when a short explanation will 

help. 

A. Conceptual Questions 

1. Define gross domestic product in a single sentence. Then explain why each part of the 

definition—market value, final goods and services, produced within a country, and during a 

given period—matters. 

2. Explain the difference between GDP and GNP. Which measure is more useful for analyzing 

short-run domestic business-cycle conditions, and why? 

3. Why are transfer payments excluded from GDP? Give two examples and explain where 

related spending may appear later in the accounts. 

4. Explain why imports are subtracted in the expenditure formula even though consumers may 

actually buy imported goods. 

5. Why do economists prefer real GDP to nominal GDP when measuring economic growth? 

6. Briefly explain why GDP is collected quarterly rather than only annually. 
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B. Classification Exercises 

For each of the following, state whether the item should be counted in GDP and, if so, under 

which expenditure component: consumption, investment, government purchases, or net exports. 

7. A household buys a newly built home. 

8. A household buys 200 shares of stock in a public company. 

9. A state government pays unemployment benefits. 

10. A restaurant buys flour from a mill. 

11. A foreign airline purchases aircraft manufactured in the United States. 

12. A car dealer sells a used truck and charges a commission. 

13. A firm increases its inventories of unsold finished products. 

14. A city government purchases new school buses. 

C. Calculation Problems 

Use the expenditure method unless the problem states otherwise. 

15. Suppose an economy has consumer spending of $9,400 billion, investment of $2,100 billion, 

government purchases of $3,000 billion, exports of $1,200 billion, and imports of $1,500 

billion. Calculate GDP. 

16. In a given year, nominal GDP is $28.5 trillion and the GDP deflator is 125. Calculate real 

GDP. 

17. Real GDP was $19.8 trillion in Year 1 and $20.4 trillion in Year 2. Calculate the growth rate 

of real GDP between the two years. 

18. A country produces only final consumer goods worth $500 billion, investment goods worth 

$150 billion, government goods and services worth $200 billion, exports worth $60 billion, 

and imports worth $90 billion. Compute GDP using the expenditure method. 

19. Nominal GDP in the base year is $1,250 billion. What is real GDP in the base year? Explain 

your answer. 

20. A bakery sells bread worth $600,000 to final consumers. During the same year it purchased 

flour worth $180,000 from a miller. Explain why GDP should not be $780,000 from these 

two figures alone. 

D. Short Analytical Prompts 

21. Why might a country’s nominal GDP rise rapidly while living standards do not improve by 

the same amount? 

22. Suppose the government wants to know quickly whether the economy is entering recession. 

Why is a quarterly GDP system with revisions more useful than waiting for one final annual 

figure? 

23. Imagine two countries have similar real GDP levels but very different populations. What 

additional measure would help compare average material output, and why? 
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